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1 | AMBITION OF THE CSA 


As Team Xbox, we are on a mission to bring the joy and community of gaming to everyone on the 
planet. We deliver this vision by putting players at the center of the Xbox ecosystem, enabling you to 
play the games you want, with the people you want, anywhere you want. 


We endeavor to reach industry leadership, outside of China, by FY2030. This implies doubling our 
total revenue during that timeframe (Figure 1). Achieving this objective requires both continued 
success in our core business and expansion into new opportunities, to reach new players, with a 
breadth of gaming experiences, supported by a diversity of business models. 


Figure 1: Gaming CSA Revenue Drivers (FY14-FY30) 


Gaming CSA Revenue CAGR 
FY14-FY22 FY22-FY30 
Advertising $36B [+10% | [+9% | 
HB Mobile Transactions | -6% | 
WB Subscriptions 
Gl Transactions & Other (Console, PC, Cloud) 
HB Hardware (Consoles & Accessories) | +15% 49% 


+17% +7% 
Ea Ez 


-1% +8% 


FY14 Fy22 FY30 


2 | MARKET & OPPORTUNITY 


Gaming remains the largest and fastest growing segment in media and entertainment, reaching $239 
billion in 2021'. The game industry has seen sustained double-digit growth for more than a decade. 
Today, about 1 in 3 people in the world play video games, nearly 3 billion in total’. Over the next 
decade, we project total players to exceed 4 billion globally. 


"Internal Microsoft analysis: 2021 Game Industry Sizing 
? Internal Microsoft analysis: 2021 Player Value 


TP aig ie 
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Figure 2: 2021 Media and Entertainment Categories Growth 
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Game industry growth has been fueled by the confluence of 3 durable trends: 


1. Proliferation of gaming-capable devices, led by mobile and broadband/5G penetration. 
Gaming, once relegated to arcades and enthusiast hardware like consoles and performant 
PCs, is now broadly available across a host of devices. Mobile devices, the most widely 
adopted computing form factor, have proven a particular catalyst for availability. 

2. Growth in quantity and diversity of games and creators. With the explosion of gaming 
addressable devices—including mobile devices, which have relatively low entry barriers for 
creators—game creation has been greatly democratized, leading to a significant increase in 
game variety, attracting a much larger and more diverse base of players. 

3. Diversification of business models, fueling adoption and monetization. 20 years ago, most 
games were exclusively available for purchase. Today, pay-to-play* games account for 20% of 
total revenue, nearly $45 billion. By contrast, free-to-play’ games account for 70% of revenue, 
including 66 percentage points from in-game purchases and 4 percentage points from in- 


game advertisements’. By removing player adoption barriers, free-to-play greatly widens the 
sales funnel while simultaneously enabling efficient monetization. Similarly, content 
subscriptions enable players to discover and try new games, driving increased post-sale 
monetization. Subscription is among the fastest growing business models in the industry, 
+15% annually. 


3 For Gaming, internal Microsoft analysis: 2021 Game Industry Sizing. For all other segments, PricewaterhouseCoopers “Global Entertainment and Media 
Outlook, 2021-2025". Home video includes DVDs, video-on-demand, streaming services (e.g., Netflix). Music includes CDs, digital purchases, subscription 
services, and ticket sales. 

* Pay-to-play games have an initial pay gate required to access and play the game. These games are monetized via initial game sale and game expansions. 
5 Free-to-play games have no initial pay gate to acquire or play the game. These games are monetized via in-game purchases and in-game advertisements. 
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The game industry is economically efficient, aligning monetization with engagement. We observe 
generational tailwinds that will continue to increase player engagement, fueling sustained market 
growth. For example, Americans over 60 report a more than 2-to-1 preference for television to 
games®. That preference is inverted for Americans ages 18 to 25°. We conclude that gaming continues 
to have long-term growth potential and will remain an attractive investment opportunity for Microsoft 
for the foreseeable future. 


North America ($57 billion) remains the largest region, as measured by software & services revenue. 
Asia—across China and Rest of Asia—accounts for nearly half of total software & services revenue 
and more than half of worldwide players'*. To summarize: 


Figure 3: 2021 Game Industry Software & Services by Region (excludes Game Video, Dedicated Hardware) ' 


Average Revenue 


Region Revenue Year on Year Players eee 
N. America $57 billion +12% 212 million $267 
China $51 billion +6% 686 million $75 
Rest of Asia $41 billion +7% 930 million $44 
Europe $39 billion +7% 409 million $94 
Rest of World $17 billion +18% 724 million $23 


At a segment level, Console remains a key driver of software and services revenue ($49 billion) along 
with Mobile ($116 billion) and PC ($36 billion)'. Software & services revenue, the primary measure of 
industry health and >90% of total industry revenue, saw growth accelerate in 2020, fueled by COVID- 
19 demand. In 2021, growth rates reverted to the mean, growing 10% year on year from 2020's record 
high, in line with our projections. To summarize: 


® Limelight Networks 


3|.P age 
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Figure 4: 2021 Game Industry Software & Services by Segment (excludes Dedicated Hardware)'* 


Segment Revenue Year on Year See fae ein 
obile $116 billion +15% 94% $42 

Console $49 billion -1% 21% $80 

RE $36 billion +5% 42% $29 

Video $14 billion +29% n/a n/a 

Browser $4 billion +2% 36% $4 

Cloud $1 billion +112% nm nm 

Importantly, half of the world’s 3 billion players game on more than one device, including 1 in 5 who 


play on all of console, PC, and mobile*. To summarize: 


Figure 5: 2021 Player Device Adaption* 


Mobile Console aC Players Share 
X 1,332 million 45% 

X 37 million 1% 

x 113 million 4% 

X X 143 million 5% 

x x 664 million 22% 

xX x 44 million 1% 

X X X 627 million 21% 


3 | STRATEGY & APPROACH 


1. 

2; 

as 
1 
é 
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3.1 | Strategic Thesis 
Our perspective on Xbox’s growth remains unchanged and is grounded in our worldview. Today, the 
game industry is largely organized around device ecosystems. This structure runs counter to the 
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desires and motivations of both players, who want ubiquitous access to their games and friends, and 
creators, who strive to maximize player reach. The bedrock of our strategy is to invert this paradigm 
and put the player at the center of our ecosystem—to empower players to “play the games they 
want, with the people they want, anywhere they want”. Microsoft is well positioned to deliver this 
vision of ubiquitous gaming given our capabilities in Content, Community, and Cloud. We believe 
driving engagement with more players across more devices with rore games powered by a diverse 
set of business models will enhance the experiences of players and creators, create durable strategic 
differentiation for Microsoft (see Section 7 for additional detail on our competitive landscape), and 
fuel further business growth. 


To put the player at the center of our ecosystern, we are disaggregating the Xbox platforrn and 
extending it across devices, backed by the following “needle moving" investments: 


1. Game Pass. An innovative content subscription service and our primary platform interface 
across devices. 

2. Content. Empowering creators around the world to realize their creative vision and build the 
differentiated experiences that attract and retain players in our ecosystem. 

3. Xbox Cloud Gaming. Ubiquitous distribution for our content and services, bringing our 
ecosystem to more players, on more devices. 

4. Xbox Series S | X + Windows 11. The best instantiation of our experiences, providing critical 
subscriber, creator, and content onramps, both native and cloud streamed. 

5. Store. A modern commerce platform to process transactions, both in-game and out, and 
manage game entitlements, a foundation for creator success in our ecosystem. 

6. Community. The fabric of our ecasystem—a safe and inclusive community spanning networks, 
to meet players where they are and to foster player engagement and differentiation. 


3.2 | Team & Culture 

At Team Xbox, we believe that when everyone plays, we all win. As our business evolves from a 
device-centric paradigm to one that orients around players and creators, we are building a team and 
culture that represents the diverse gaming communities we strive to reach. To achieve this goal, we 
must embed our values of inclusion in all aspects of our work, broaden our talent pool, and adopt an 
operating model that can support our business growth. To summarize, we are: 


1. Investing in our people and growing our talent pipeline. Making Team Xbox an exceptional place 
to work — where our people feel empowered to be their best selves — is an important part of our 
culture and long-term talent strategy. This is inclusive of having a compelling employee value 
proposition, durable career development pathways to attract and retain talent, minimally 
integrated entities to ensure talent market competitiveness, and expansion of our geographic 
footprint to accelerate global growth investments. For example, we are growing our Xbox 
engineering teams in LATAM and our creator ecosystem in India, Africa, and China. Both efforts 
improve our representation at a global level, while setting the foundation for how we build a 
successful geographically-distributed workforce model. 
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2. Evolving our gaming operating model to support our growth. As we plan for growth, we will 
continue to evolve how Team Xbox operates and creates value based on past learnings and best 
practices. We need to ask and answer, “What needs to be true in our execution plan, operating 
model, and workforce model to enable Gaming CSA business growth?” Some guiding principles 
that inform how our teams work together to accelerate our business priorities include: 


e Prioritization of work that aligns with our Xbox strategy, with clear ownership and 
accountability sitting with teams that have the right capabilities to execute. 

e Scalable processes, tools and technologies that enable responsiveness, consistency, and 
effectiveness in the way we work. 


e Inclusive mindset that seeks different points of view and ensures key decisions are reflective of 
diverse perspectives. 


i Be 


4 | GROWTH: HORIZON 1 (FY2022) 


4.| | Fiscal Year 2022 Priorities 
For Fiscal Year 2022, the Gaming Leadership Team has identified 3 growth priorities: 


1. Accelerate Global Xbox Console Growth — console is our flagship gaming experience and a key 
driver for Game Pass. We launched Xbox Series S | X to positive reception and strong demand, 
selling the most consoles ever in a launch month. As we overcome supply limitations this coming 
year, we must drive Xbox console penetration in our traditional markets and grow share in new 
geographies. We will accelerate every aspect possible to achieve this including Game Pass catalog 
growth, game releases, price point, distribution, marketing, and retail. 


Key metrics to evaluate success: 
e Xbox Console Monthly Active Devices 
e % Market Share of Xbox Series Consoles vs. PlayStation 5 


2. Accelerate Game Pass Growth on PC — the next immediate frontier for the growth of our business 
is on PC. Increasing our PC gaming share will be vital for our long-term vision of delivering games 
to every person on the planet. Game Pass lies at the center of our approach to reach PC gamers, 
providing compelling day one PC content and a high-quality catalog available both as native 
software and through cloud gaming. We will accelerate the adoption of Game Pass among PC 
gamers by providing a solid foundation for PC creator tools, building strong PC experience for 


6|Page 


CONFIDENTIAL BUSINESS INFORMATION PURSUANT TO 15 U.S.C. § 18a(h) MSFT-2R-09353952 
PX1114-013 


players, and leveraging distribution and marketing opportunities with Windows, OEMS, and cloud 
gaming on PC. 


Key metric to evaluate success: 
e Xbox Game Pass PC Monthly Active Users (Ultimate and PC SKU) 
e Xbox Game Pass PC SKU Subscribers 


3. Accelerate Growth for Game Creators — game creators build the experiences at the heart of the 
Xbox ecosystem. Xbox succeeds when game creators thrive. Ensuring that game creators have 
the tools and services needed to develop for, publish, and grow on our platforms is paramount. 
We will strengthen and expand our creator tools, partnerships, and services to ensure the best 
games are enjoyed by our players, working with new and existing partners. We are also working 
to position Azure as the preferred cloud solution for game creators, by building on our existing 
creator and publisher relationships, by developing competitive cloud technology for the game 
industry, and by commercializing first party game creator tools. 


Key metrics to evaluate success: 
e Game Creator Revenue from Xbox 
e Game Creator Azure Consumed Revenue 


4 2| Fiscal Year-to-Date Progress 
Figure 6 reflects actuals and year-on-year growth for the Gaming CSA through Q3, for each business 
performance metric. 


Figure 6: Gaming CSA Performance Update 


PyYZU22@ ES FY2022 

Actuals Year on Year Budget Year on Year 

Total Revenue $13.0 billion +9% $17.7 billion +13% 
Accountability Margin $1.5 billion -25% $2.2 billion 0% 
Content & Services Revenue $9.9 billion +6% $14.4 billion +16% 
Xbox Game Pass Subscribers 24 million +24% 35 million +73% 
Xbox Monthly Active Users 112 million 13% 117 million +9% 
Figure 7 reflects our targets and year-on-year growth for each FY2022 priority metric, including year- 


to-date performance through Q3: 
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Figure 7: Progress Against FY2022 Gaming CSA Priorities 


FY2022 FY2022 QI-3 

Priority Metric 

Target Actual Year on Year 
Accelerate Xbox Console Monthly Active Devices 40.7 million 41.6 million +6% 
Global Xbox 
Console Growth | Market Share of Xbox Series Consoles’ 40% 46% +9 pts 
Accelerate Xbox | Game Pass PC Monthly Active Users 12.0 million 3.9 million +72% 
Game Pass 
Growth on PC | Xbox Game Pass PC SKU Subscribers 10.0 million 3.3 million +179% 
Accelerate Game Creator Revenue from Xbox $6.3 billion $4.0 billion -2% 
Growth for 
Game Creators | Game Creator Azure Consumed Rev. $265.0 million $185 million +66% 


5 | GROWTH: HORIZON 2 & 3 


win > 


4. 
41. 


5.1 | Our Growth Framework 
Increasing player engagement has and will continue to drive growth for our business. Our levers for 


fostering player engagement align with the durable industry trends discussed in Section 2: 


1. Player Reach - Extend the Xbox ecosystem to more players, across devices, globally. 


2. Game Breadth - Attract content of all types by being the platform of choice for all creators. 


7 Reflects fiscal year target. 
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3. Business Model Diversity - Fuel creator success and player access, by offering the full breadth 
of monetization models — transactions, subscriptions, advertisements. 


5.2| Horizon 2 & 3 Opportunities 
Applying our growth framework to our understanding of the game industry landscape yields three 
primary long-term growth opportunities: 


1. Game Pass. Accelerate Game Pass subscriptions across console and PC. 

2. Universal Store. Extend the Xbox Store from console to build a universal store, spanning 
devices. 

3. Advertising. Embrace a diversity of business models to support creator success and reduce 
access barriers for players, including advertising. 


6 | FOR DISCUSSION 


During our May 5, 2022 strategy review with the Microsoft SLT, we plan to share our vision for the 
future of gaming at Microsoft, including key evolutions to our technical ecosystem. Thematically, we 
will focus the discussion on increasing synergies between Xbox and the rest of Microsoft, including 
cohesive hybrid compute, Al/ML enablement, and our creator platform. In this context, we will review 
and discuss key decisions the company faces, as early as FY2023. 
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7 | APPENDIX: COMPETITIVE REVIEW 


7.1 | Defining Our Competitive Set 
As our strategy has expanded, so too has our competitive set, which we can group into two classes: 


Figure 8: Primary Gaming CSA Competitors by Class 


Competitor Class 


Broad Technology 


Primary Firms (listed alphabetically) 


Amazon, Apple, Facebook (Meta), Google (Alphabet), Tencent 


Industry Pureplay 


Epic, Nintendo, Sony, Valve 


In the subsequent sections, we explore each firm's strategy in gaming, gaming-relevant assets, recent 


performance, and relevance to Microsoft. 


7.2| Detailed Competitive Assessment 


Broad Technology: Amazon 
Amazon has diverse gaming-relevant assets, including both dedicated and general-purpose assets 
(e.g., Amazon.com and Kindle Fire devices). While its consumer and developer motions have been 
largely distinct to date, Amazon's subscription cloud-streaming service (Luna) signals an intent to 


integrate its strategy. By positioning Luna as a “channel” subscription service, Amazon provides 
publishers with scale and many of the benefits associated with hosting their own streaming service 
(e.g., direct revenue share, brand recognition, etc.), without the burden of having to maintain their 
own cloud infrastructure or build a gaming community around the service. Amazon is not only well- 
positioned to execute this strategy by leveraging existing assets, such as AWS and Twitch, but it is also 
able to extract more value in the form of increased revenues for complementary services (e.g., Prime, 
Twitch advertising, etc.). Amazon has focused on developing first party titles through its own Amazon 
Games studio to attract users, and their recent acquisition of MGM could help with that effort, though 
the acquisition was likely driven by popular franchises for its Prime Video service. 


To summarize Amazon’s primary gaming-relevant assets: 
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Figure 9: Amazon's Key Gaming-Relevant Assets 


Key Asset Description 


The leading live video streaming platform in gaming with more than 140 million 


Twitch 
be monthly active users. 
Cloud streaming service with “channels” of games that enable play across mobile, 
PC, Mac, and Amazon Fire devices. Channels range from a free option for Prime 
race members to themed/oublisher-specific channels like a $4.99/month retro channel 


and a $17.99/month Ubisoft+ Channel. Luna’s Twitch integration also allows viewers 
to go directly from watching the stream of a game on Twitch to playing it on Luna, 
provided the game is available on the service. 


Android-based tablets, TV plug-ins, and physical TVs (i.e., Fire TV); estimated to have 


Kindle Fire Devi ea 
eee over 50 million monthly active users globally. 


Developer of mobile and PC games. Despite initial failures with big-budget PC 
games (i.e., Crucible, Breakaway), Amazon Games’ latest MMO launches of New 
World in September 2021 and Lost Ark in February 2022 each logged over 1 million 
players on launch day. 


Amazon Games 


Free-to-use, open-source game engine that integrates AWS services into game 
production and play. Open 3D Engine is an open-source project managed by the 
Linux Foundation (LF). 


Open 3D Engine 
(formerly Lumberyard) 


Paid subscription service that unlocks access to quick shipping of products, movie 


Amazon Prime ; ——* ; fe ‘ 
streaming, and other services like Amazon Music. 200+ million global subscribers. 


Amazon continues to benefit from the rapid growth of livestream content consumption. Twitch had 
an estimated 24 billion hours watched in 2021, up 45% from an estimated 18.4 billion hours in 2020. 
To make Luna more compelling for players and creators, Amazon has also been investing in 


virtualization technology, which allows GPU SKUs to be used as PC gaming VMs more effectively. This 
results in low-latency, high-fidelity streaming experiences. Finally, Amazon remains a leading gaming 
retailer globally, particularly as it relates to hardware. 


For Microsoft, Amazon is an important retail partner for the hardware component of the Xbox 
business. However, Amazon Luna not only directly competes witn Game Pass delivered via Xbox 
Cloud Gaming, but its ability to bring publishers’ titles to the cloud via AWS also has implications on 
Azure. Despite Amazon's cloud infrastructure advantages, there are few content aggregators who can 
successfully scale — given the challenges of fueling a flywheel effect where compelling content drives 
user adoption and vice versa. In contrast, our established player base, rooust gaming content, and 
strong creator engagement, positions us well to become the backbone for publishers to host their 
games on the cloud - regardless of whether they're under the Xbox brand or their own. 
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Broad Technology: Apple 

Apple’s iOS ecosystem, including iPhones and iPads, represent its primary foray into gaming. These 
devices see significant gaming adoption, and as part of a closed ecosystem, all transactions flow 
through the App Store, where Apple receives a platform royalty. Given the prevalence of gaming on 
iOS, Apple launched Apple Arcade in 2019, a curated game subscription for iOS devices, but it has 
thus far underperformed against expectations. To summarize Apple's primary gaming-relevant assets: 


Figure 10: Apple's Key Gaming-Relevant Assets 


Key Asset Description 


iOS Devices Premium smart phones and tablets with more than 1.8 billion active devices. 


Exclusive storefront for iOS devices which processed an estimated $52 billion in gaming 


eee Se related transactions in 2021. 


Apple Arcade | Curated gaming subscription for iOS devices. Arcade casts $4.99/month. 


Apple reported record-high quarterly revenues in Q4 2021 of $19.5 billion for Services, which includes 
App Store and Apple Arcade. In May 2021 it was revealed that 62% of all App Store revenue is 


generated from gaming-related transactions. Apple then disclosed in June of 2021 that its App Store 
ecosystem facilitated $643 billion of billings and sales in 2020, a 24% increase YoY. While Apple 
currently enjoys a considerable share of the mobile gaming transactions market, its control may be 
diluted depending on the ultimate result of the Epic v. Apple litigation, which could allow developers 
to use alternative payment methods outside of the App Store. 


For Microsoft, our ability to stream games to iOS endpoints is an important part of our cloud-native 
strategy. Apple’s App Store policies are prohibitive, preventing us from running a gaming subscription 
service in the App Store. Because we are prohibited from offering a native iOS Game Pass application, 
we are pursuing a browser-based strategy for our streaming platform, which faces discoverability and 
other challenges, but provides a consistent experience for players and developers across all 
connected endpoints and will make iOS devices addressable. 


Broad Technology: Facebook (Meta) 

Facebook owns the world’s largest social graph, across its Facebook, WhatsApp, and Instagram 
properties. Facebook has built a gaming platform on top of its social network, offering live and 
recorded game content streaming, HTML5 browser games, playable advertisements, and cloud 
gaming (in early access). The company reported spending over $12 billion in 2021 on its Reality Labs, 
metaverse and virtual reality focused, product segment. To summarize Facebook's primary gaming- 
relevant assets: 
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Figure 11: Facebook's Key Gaming-Relevant Assets 


Key Asset Description 


: The world’s leading social graph across Facebook, WhatsApp, and Instagram, with about 3.6 
Social Graph atte : 
billion monthly active users globally. 
pecebeak Player platform and developer services for its HTML5 browser games, playable 
a advertisements, and cloud gaming (in early access). Content creator tools and video 
g consumption platform for live and recorded game content streaming. 
Reality Labs is a leader in the virtual reality segment and is making considerable investments 
Reality Labs ; ie 
to leverage these assets for Facebook's metaverse ambitions. 


Facebook's considerable investment in Reality Labs is reflected in the scale of their Oculus business. In 
Q1 2021, Oculus headsets represented approximately 75% of extended reality headsets sold 
worldwide and their latest device, the Quest 2, has an estimated installed base of roughly 10 million 
devices. In December 2021, Facebook publicly launched Horizon World, a massively multiplayer online 
virtual reality game, on Oculus, with user generated content commerce capabilities. As of February 
2022, Facebook stated that Horizon Worlds had over 300,000 monthly active users, 10,000 worlds 
created, and over 20,000 creators. Horizon Worlds’ platform fee for user generated content on mobile 
devices is the standard 30%, however, they charge 47.5% of consumer spend for transactions that 
occur on VR devices. This strategy has received strong criticism from users. Finally, Facebook is the 


global leader in the browser gaming segment, accounting for roughly 50% of total segment revenue 
in 2020. However, the size of this overall segment is in decline. 


For Microsoft, Facebook's social network has the potential to become an important top-of-funnel 
motion for Xbox Cloud Gaming and Game Pass. While Facebook's initial entrance into browser games 
and playable advertisements focuses on light-weight experiences, we believe they have the ability to 
become a direct Xbox Cloud Gaming competitor as they scale their cloud gaming offerings. We view 
virtual reality as a niche gaming experience at this time. 


Broad Technology: Google (Alphabet) 

Google has impressive, but loosely affiliated assets related to gaming. While its foray into cloud 
streaming (Stadia) receives the most attention, the company’s significant installed base of Android 
phones, with the Google Play store and associated platform fee, and YouTube network are among 
the largest and most profitable gaming communities. To summarize Google’s primary gaming-related 
assets: 
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Figure 12: Google's Key Gaming-Relevant Assets 


Key Asset Description 


Android Global smartphone leader with more than 3 billion monthly active devices. 
Native store for Android devices which processed an estimated $47 billion in gaming related 
Google Play tee 
transactions in 2021. 
Veuiube The world’s leading video-on-demand platform with more than 2.3 billion users globally. 
Gaming represents an estimated 10-15% share of viewing time. 
: Cloud streaming platform analogous to xCloud. Launched as a consumer facing 
Stadia Am. ig : ' ' ' 
subscription in 2019; pivoted to a publisher-facing white label model in 2021. 
: Growing TV operating system with over 110M monthly active devices. OS supports games 
Android TV : 
available for Android TV. 


Google continues to see strong growth and engagement in their Android devices, Google Play store, 
and YouTube viewing platform. However, after struggling to grow its Stadia subscriber base and 
foster the creative process necessary for building high-caliber video games, Google publicly shifted its 
Stadia strategy in February 2021 to emphasize a publisher-facing streaming platform. As part of this 
move, Google shuttered its 1 party game studios and is now licensing its cloud infrastructure and 
tools to publishers who want to build their own streaming services. While the economic value for 
publishers to do this is largely unproven, we believe that demand for white-label streaming will 
increase, driven by the increased prevalence of streaming as a way to game across endpoints. As this 
occurs, publishers with strong IP will potentially seek their own direct-to-consumer streaming service 
to maximize monetization opportunities, while others (i.e., indie developers) will continue to seek at- 
scale content aggregators to generate awareness and demand for their games. Both require cloud 
infrastructure solutions but differ in the range of services needed (i.e., backend-only vs full-scale 
offerings that include content distribution). 


For Microsoft, our ability to stream games to Android endpoints is an important part of our cloud 
gaming strategy, similar to iOS. Today, Game Pass Ultimate subscribers can stream and play games 
via a native application distributed through the Google Play store, but Play store rules prevent 
monetization (in-app purchases) in the native app. We also launched a browser-based experience, 


enabling in-game monetization via the Xbox commerce platform but the web application faces 
discoverability and other challenges for Android users as well. Finally, YouTube continues to play an 
important role in connecting and engaging our own gaming communities, as evidenced by Minecraft 
content driving over 1 trillion views on the platform. 


Broad Technology: Tencent 

Tencent is the largest firm in gaming, as measured by revenue and profit. In China, Tencent has used 
its broad social media networks (QQ, WeChat) to establish a leading position as both a content 
publisher and a platform, including on Android devices. In the West, Tencent has made a myriad of 
acquisitions and investments. Notably, this includes the acquisition of Riot games (maker of League of 
Legends), a ~40% ownership stake in Epic (maker of Fortnite and the Unreal Engine), and the >80% 
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investment in Supercell (maker of Clash of Clans). They most recently acquired Tequila Works, the 
developer of Rime, and made a minority investment in Offworld Industries, developers of Squad, 
Beyond the Wire, and Post Scriptum. Many of these holdings are managed at arm's length. To 
summarize Tencent's primary gaming-related assets: 


Figure 13: Tencent's Key Gaming-Relevant Assets 


Key Asset Description 


Social Media | The largest social media platforms in China, including WeChat (1.3 billion monthly active 
Networks users) and QQ (550+ million monthly active users). 
ee Op The largest Android app store in China, with roughly 200 million monthly active users. 
WeGame PC gaming platform, which boasts over 80 million monthly active users in China. 
Owned ’ 

A broad portfolio of content across segments (PC, mobile) and geographies. 
Content 
Minority A broad portfolio of minority and majority investments globally, including Epic Games, Riot 
Investments Games, Sea Limited, among many others. 


In the quarter ending December 2021, Tencent's total gaming revenue grew 12% year-on-year to 
roughly $6.7 billion. Tencent’s owned or majority-owned properties are among the most consumed in 
gaming, led by League of Legends (180+ million monthly active users), Honor of Kings (100+ million 
monthly active users), and CrossFire (60 million monthly active users). Tencent’s Honor of Kings 
became the 1° ever mobile game to make over $10 billion in lifetime player spend since its launch in 
2015. Its most recent game in collaboration with Nintendo, Pokémon Unite, was released in 
September 2021 and has surpassed 70 million total downloads. Within the first week of launch, it 
garnered over 30 million downloads worldwide, making it the biggest launch ever for a mobile 
MOBA-genre game despite not having released in China. Recent successes by Tencent and its fellow 
Chinese market peers have been dampened by increased regulatory scrutiny from the Chinese 


government. Restrictions include when younger players can game and a 9-month period in which the 
government did not approve any new game licenses. 


While Tencent is a behemoth in gaming, Microsoft and Tencent have limited direct interactions. Most 
of Tencent's strategic power is concentrated in China, where Microsoft has limited operations. By 
contrast, Tencent’s Western holdings are largely self-managed. 


Industry Pureplay: Epic 

Epic is a creator of blockbuster games and game development tools. Their public battles with Apple 
and Google over platform fees and the launch of a 3 party PC gaming store, with notably lower 
platform fees, signal its desire to see economic value shifted toward content creators. To summarize 
Epic's primary gaming-related assets: 
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Figure 14: Epic's Key Gaming-Relevant Assets 


Key Asset Description 


Fortnite One of the largest titles in gaming by revenue. 


Unreal Engine | The leading 3 party game engine for the development of high-fidelity games. 


Epic Games 
Store 


3'° party PC store which competes with Valve's Steam and Microsoft's Store. 


Fortnite remains one of the leading titles in gaming. It was the #1 free-to-play game on Xbox in 2021, 
grossing over $720 million, a roughly 24% decline from 2020. Fortnite’s mobile distribution remains 
hampered, as a result of its litigations with Apple and Google regarding alternative payment methods. 
Epic continues to invest heavily in exclusive games to attract new users to and gain market share for 
the Epic Games Store (EGS), a PC storefront for games. EGS generated roughly $840 million of 
revenue in 2021, up 20% from 2020. Despite revenue growth, Epic still projected it would lose nearly 
$140 million on the Epic Game Store in 2021, with losses projected to continue until at least 2025. To 
fund growth, Epic continues to fundraise, having just closed a $2 billion round — half of which came 
from Sony — that valued Epic at $31.5 billion. 


icrosoft's relationship with Epic is multifaceted. Fortnite is an important driver of console 
engagement and economics. Xbox Game Studios is currently developing or operating over 50 games 
with Epic's Unreal Engine with an estimated lifetime cost of $30 million in licensing and other fees. 
Epic Games Store represents a future potential distribution channel for Xbox Game Studios games, 
but it also competes for exclusive content, affecting Xbox Game Pass content investments. 


Industry Pureplay: Nintendo 

Nintendo is a long-time leader in console gaming. Unlike Sony and Microsoft, which focus on the 
attach of 1" party services and 3 party software, most of Nintendo's economics are driven by the 
attach of 1° party software from beloved franchises, like Mario. Related, while Sony & Microsoft's 
console competition is often grounded in technical ability, Nintendo favors more novel hardware 


innovations. Its current console for example, the Switch, can both be tethered to the TV and played 
standalone as a handheld. To summarize Nintendo's primary gaming-related assets: 


Figure 15: Nintendo's Key Gaming-Relevant Assets 


Key Asset Description 


1* Party Developer of many of the industry's most iconic franchises, including Mario, Zelda, 
Studios Pokémon, and Donkey Kong. 
Switch A leading game console with over 100 million units sold. 


Nintendo's earnings release, for the quarter ended on December 31, 2021, reveals that hardware sales 
are darnpened in a post-quarantine environment, down ~21% in the same period from last year. 
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However, for the same period of comparison software unit sales remained relatively flat, increasing 
~2%. Despite a decrease in the rate of hardware unit sales, Switch sales hit a milestone of total 
ifetime units sold of over 103 million. Animal Crossing: New Horizons reached more than 37 million 
ifetime units sold, while Mario Kart 8 Deluxe, the best-selling Switch game, has sold over 43 million 
ifetime units. 


For Microsoft, Nintendo remains an important benchmark for the success of our console business, but 
our strategies in gaming are largely different. We have found opportunities to collaborate with 
intendo, including empowering Minecraft players on Switch and Xbox to play together. 


ndustry Pureplay: Sony 
Sony develops the leading console platform, PlayStation. Their products and business motion mirror 
the traditional Xbox console business—invest to build an at-scale device installed base, monetized 


with the attach of 3 party games and 1" party content and services. To summarize Sony's assets: 


Figure 16: Sony's Key Gaming-Relevant Assets 


Key Asset Description 


Pisvsiston The largest console gaming ecosystem—including publisher network, 1 party services, and 
y global distribution—with roughly 134 million units sold between PlayStation 4 and 
Ecosystem : 
PlayStation 5. 
gee Producer of high-quality, exclusive content for PlayStation consoles. 


In the quarter ended December 31, 2021 (FY22 Q2), Sony's gaming division posted a roughly 8% 
decrease in revenue and a roughly 15% increase in operating income from the prior year. The decline 
in revenue was driven primarily by a decrease in hardware sales as well as lower software sales for 1% 
& 3” party titles. Operating income improved due to a decrease in general expenses as well as the 
decrease in PlayStation 5 sales, whose retail price is set lower than manufacturing costs. 


Recently, Sony announced a rebranding of its subscription services to better compete with Game 
Pass. The new PlayStation Plus subscription is merging with PS Now and comes with 3 tiers of content 
access. PlayStation Plus has a more limited catalogue of titles available than Game Pass and will not 
add exclusive titles on the day of launch. Additionally, cloud-based games are available on a select 
number of titles as part of the most expensive tier, as PlayStation continues to prioritize its 1" & 3'¢ 
party non-subscription game sales. 


Historically, Sony has been Microsoft's primary competitor in gaming, with similar products, services, 
and business models vying for similar customers. While a leader in console gaming, Sony has limited 
growth vectors beyond the segment. As such, Sony remains an important benchmark for the success 
of our console business but is less important in the context of our broader player-centered strategy. 
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Industry Pureplay: Valve 

Valve's Steam platform—the leading 3 party PC games store—began as a distribution and update 
platform for its 1 party games. While Valve has other investments, including in virtual reality hardware 
and in the recently announced Steam Deck, a portable gaming console, its strategy and economics 
anchor on the health of the Steam platform. To summarize Valve's primary gaming assets: 


Figure 17: Valve's Key Gaming-Relevant Assets 


Key Asset Description 


The world’s leading 3 party PC game store (note: most PC publishers distribute and 


Steam é : 
monetize their games through owned & operated channels). 


Creator of several at-scale service games, including DotA, Counter Strike, and Team Fortress; 


Valve Games BS il 
Valve has deprioritized its content cadence in recent years. 


After various delays, the Steam Deck, a portable gaming console that allows mobile play of 
Steam Deck games on the Steam Library, began shipping in Feb 2022. About 2,000 games have now 
been officially marked as Deck Verified or Playable. 


Valve, which is privately held, is estimated to have generated under $10 billion in revenue in 2021, 
argely driven by sale of 3" party games via Steam. Steam usage surged even further in 2021, with an 
average of 132 million monthly active users, a 10% increase from 2020. Players spent a total of 38 
billion hours on the platform in 2021, an impressive 21% YoY increase considering the 50% YoY 
increase in 2020 due to COVID-19. Finally, player spend on Steam increased 27% YoY. 


Like Sony, Valve has limited growth vectors beyond its current position as the world’s leading 3"? party 
PC store. While Valve remains an important benchmark for the health of our PC business, we also 
increasingly rely on them as a distributor. To illustrate, the PC versions of Xbox Game Studios titles like 
Forza Horizon 5 are also distributed by Stearn, a shift in our strategy from just 6 years ago. 


7.3| Industry Leaders by Reported Revenue 
Finally, we track the reported revenue of leading companies in gaming as part of a broader annual 
industry sizing and profit analysis. To summarize the top-10 leaders for 2021: 
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Figure 18: Estimated Revenue for Calendar Year 2021° 


Industry Leaders by Estimated Revenue” 


1. Tencent $32.8 billion 
2. Sony $25.0 billion 
3. Google $17.5 billion 
4. Microsoft $16.0 billion 
5. Apple $15.5 billion 
6. Nintendo $15.1 billion 
7. Netease $9.9 billion 
8. Activision Blizzard $8.1 billion 
9. Electronic Arts $6.5 billion 
10. Valve® $6.5 billion 


8 Public financial disclosure, equity research, internal analysis (“CY2021 Game Industry Profit’). For companies that span multiple lines of business (including 
gaming), figures reflect estimated gaming-specific revenue and profit. 


° Includes dedicated hardware revenue and profit/loss for Microsoft, Nintendo, and Sony 
1 Valve is privately held. Estimates reflect internal Microsoft analysis ("CY2021 Game Industry Profit”) 
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1 | AMBITION OF THE CSA 


As Team Xbox, we are on a mission to bring the joy and community of gaming to everyone on the 
planet. We deliver this vision by putting players at the center of the Xbox ecosystem, enabling you to 
play the games you want, with the people you want, anywhere you want. 


We endeavor to reach industry leadership, outside of China, by FY2030. This implies doubling our 
total revenue during that timeframe (Figure 1). Achieving this objective requires both continued 
success in our core business and expansion into new opportunities, to reach new players, with a 
breadth of gaming experiences, supported by a diversity of business models. 


Figure 1: Gaming CSA Revenue Drivers (FY14-FY30) 


Gaming CSA Revenue CAGR 
FY14-FY22 FY22-FY30 
Advertising $36B [+10% | [+9% | 
HB Mobile Transactions | -6% | 
WB Subscriptions 
Gl Transactions & Other (Console, PC, Cloud) 
HB Hardware (Consoles & Accessories) | +15% 49% 


+17% +7% 
Ea Ez 


-1% +8% 


FY14 Fy22 FY30 


2 | MARKET & OPPORTUNITY 


Gaming remains the largest and fastest growing segment in media and entertainment, reaching $239 
billion in 2021'. The game industry has seen sustained double-digit growth for more than a decade. 
Today, about 1 in 3 people in the world play video games, nearly 3 billion in total’. Over the next 
decade, we project total players to exceed 4 billion globally. 


"Internal Microsoft analysis: 2021 Game Industry Sizing 
? Internal Microsoft analysis: 2021 Player Value 
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Figure 2: 2021 Media and Entertainment Categories Growth 


$300B 


f+ =) Gaming ($239B) 


$2008 L_] Paid tv ($1818) 
Newspapers & 
Magazines ($156B) 


é Music ($92B) 


'® 
Ba Home Video ($75B) 


SG Books ($63B) 


Cinema ($25B) 


TAM ($B) 


$100B 


$0B 


2011 2016 2021 


Game industry growth has been fueled by the confluence of 3 durable trends: 


1. Proliferation of gaming-capable devices, led by mobile and broadband/5G penetration. 
Gaming, once relegated to arcades and enthusiast hardware like consoles and performant 
PCs, is now broadly available across a host of devices. Mobile devices, the most widely 
adopted computing form factor, have proven a particular catalyst for availability. 

2. Growth in quantity and diversity of games and creators. With the explosion of gaming 
addressable devices—including mobile devices, which have relatively low entry barriers for 
creators—game creation has been greatly democratized, leading to a significant increase in 
game variety, attracting a much larger and more diverse base of players. 

3. Diversification of business models, fueling adoption and monetization. 20 years ago, most 
games were exclusively available for purchase. Today, pay-to-play* games account for 20% of 
total revenue, nearly $45 billion. By contrast, free-to-play’ games account for 70% of revenue, 
including 66 percentage points from in-game purchases and 4 percentage points from in- 


game advertisements’. By removing player adoption barriers, free-to-play greatly widens the 
sales funnel while simultaneously enabling efficient monetization. Similarly, content 
subscriptions enable players to discover and try new games, driving increased post-sale 
monetization. Subscription is among the fastest growing business models in the industry, 
+15% annually. 


3 For Gaming, internal Microsoft analysis: 2021 Game Industry Sizing. For all other segments, PricewaterhouseCoopers “Global Entertainment and Media 
Outlook, 2021-2025". Home video includes DVDs, video-on-demand, streaming services (e.g., Netflix). Music includes CDs, digital purchases, subscription 
services, and ticket sales. 

* Pay-to-play games have an initial pay gate required to access and play the game. These games are monetized via initial game sale and game expansions. 
5 Free-to-play games have no initial pay gate to acquire or play the game. These games are monetized via in-game purchases and in-game advertisements. 
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The game industry is economically efficient, aligning monetization with engagement. We observe 
generational tailwinds that will continue to increase player engagement, fueling sustained market 
growth. For example, Americans over 60 report a more than 2-to-1 preference for television to 
games®. That preference is inverted for Americans ages 18 to 25°. We conclude that gaming continues 
to have long-term growth potential and will remain an attractive investment opportunity for Microsoft 
for the foreseeable future. 


North America ($57 billion) remains the largest region, as measured by software & services revenue. 
Asia—across China and Rest of Asia—accounts for nearly half of total software & services revenue 
and more than half of worldwide players'*. To summarize: 


Figure 3: 2021 Game Industry Software & Services by Region (excludes Game Video, Dedicated Hardware) ' 


Average Revenue 


Region Revenue Year on Year Players eee 
N. America $57 billion +12% 212 million $267 
China $51 billion +6% 686 million $75 
Rest of Asia $41 billion +7% 930 million $44 
Europe $39 billion +7% 409 million $94 
Rest of World $17 billion +18% 724 million $23 


At a segment level, Console remains a key driver of software and services revenue ($49 billion) along 
with Mobile ($116 billion) and PC ($36 billion)'. Software & services revenue, the primary measure of 
industry health and >90% of total industry revenue, saw growth accelerate in 2020, fueled by COVID- 
19 demand. In 2021, growth rates reverted to the mean, growing 10% year on year from 2020's record 
high, in line with our projections. To summarize: 


® Limelight Networks 
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Figure 4: 2021 Game Industry Software & Services by Segment (excludes Dedicated Hardware)'* 


Segment Revenue Year on Year See fae ein 
obile $116 billion +15% 94% $42 

Console $49 billion -1% 21% $80 

RE $36 billion +5% 42% $29 

Video $14 billion +29% n/a n/a 

Browser $4 billion +2% 36% $4 

Cloud $1 billion +112% nm nm 

Importantly, half of the world’s 3 billion players game on more than one device, including 1 in 5 who 


play on all of console, PC, and mobile*. To summarize: 


Figure 5: 2021 Player Device Adaption* 


Mobile Console aC Players Share 
X 1,332 million 45% 

X 37 million 1% 

x 113 million 4% 

X X 143 million 5% 

x x 664 million 22% 

xX x 44 million 1% 

X X X 627 million 21% 


3 | STRATEGY & APPROACH 


1. 

2; 

as 
1 
é 
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3.1 | Strategic Thesis 
Our perspective on Xbox’s growth remains unchanged and is grounded in our worldview. Today, the 
game industry is largely organized around device ecosystems. This structure runs counter to the 
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desires and motivations of both players, who want ubiquitous access to their games and friends, and 
creators, who strive to maximize player reach. The bedrock of our strategy is to invert this paradigm 
and put the player at the center of our ecosystem—to empower players to “play the games they 
want, with the people they want, anywhere they want”. Microsoft is well positioned to deliver this 
vision of ubiquitous gaming given our capabilities in Content, Community, and Cloud. We believe 
driving engagement with more players across more devices with rore games powered by a diverse 
set of business models will enhance the experiences of players and creators, create durable strategic 
differentiation for Microsoft (see Section 7 for additional detail on our competitive landscape), and 
fuel further business growth. 


To put the player at the center of our ecosystern, we are disaggregating the Xbox platforrn and 
extending it across devices, backed by the following “needle moving" investments: 


1. Game Pass. An innovative content subscription service and our primary platform interface 
across devices. 

2. Content. Empowering creators around the world to realize their creative vision and build the 
differentiated experiences that attract and retain players in our ecosystem. 

3. Xbox Cloud Gaming. Ubiquitous distribution for our content and services, bringing our 
ecosystem to more players, on more devices. 

4. Xbox Series S | X + Windows 11. The best instantiation of our experiences, providing critical 
subscriber, creator, and content onramps, both native and cloud streamed. 

5. Store. A modern commerce platform to process transactions, both in-game and out, and 
manage game entitlements, a foundation for creator success in our ecosystem. 

6. Community. The fabric of our ecasystem—a safe and inclusive community spanning networks, 
to meet players where they are and to foster player engagement and differentiation. 


3.2 | Team & Culture 

At Team Xbox, we believe that when everyone plays, we all win. As our business evolves from a 
device-centric paradigm to one that orients around players and creators, we are building a team and 
culture that represents the diverse gaming communities we strive to reach. To achieve this goal, we 
must embed our values of inclusion in all aspects of our work, broaden our talent pool, and adopt an 
operating model that can support our business growth. To summarize, we are: 


1. Investing in our people and growing our talent pipeline. Making Team Xbox an exceptional place 
to work — where our people feel empowered to be their best selves — is an important part of our 
culture and long-term talent strategy. This is inclusive of having a compelling employee value 
proposition, durable career development pathways to attract and retain talent, minimally 
integrated entities to ensure talent market competitiveness, and expansion of our geographic 
footprint to accelerate global growth investments. For example, we are growing our Xbox 
engineering teams in LATAM and our creator ecosystem in India, Africa, and China. Both efforts 
improve our representation at a global level, while setting the foundation for how we build a 
successful geographically-distributed workforce model. 
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2. Evolving our gaming operating model to support our growth. As we plan for growth, we will 
continue to evolve how Team Xbox operates and creates value based on past learnings and best 
practices. We need to ask and answer, “What needs to be true in our execution plan, operating 
model, and workforce model to enable Gaming CSA business growth?” Some guiding principles 
that inform how our teams work together to accelerate our business priorities include: 


e Prioritization of work that aligns with our Xbox strategy, with clear ownership and 
accountability sitting with teams that have the right capabilities to execute. 

e Scalable processes, tools and technologies that enable responsiveness, consistency, and 
effectiveness in the way we work. 


e Inclusive mindset that seeks different points of view and ensures key decisions are reflective of 
diverse perspectives. 


i Be 


4 | GROWTH: HORIZON 1 (FY2022) 


4.| | Fiscal Year 2022 Priorities 
For Fiscal Year 2022, the Gaming Leadership Team has identified 3 growth priorities: 


1. Accelerate Global Xbox Console Growth — console is our flagship gaming experience and a key 
driver for Game Pass. We launched Xbox Series S | X to positive reception and strong demand, 
selling the most consoles ever in a launch month. As we overcome supply limitations this coming 
year, we must drive Xbox console penetration in our traditional markets and grow share in new 
geographies. We will accelerate every aspect possible to achieve this including Game Pass catalog 
growth, game releases, price point, distribution, marketing, and retail. 


Key metrics to evaluate success: 
e Xbox Console Monthly Active Devices 
e % Market Share of Xbox Series Consoles vs. PlayStation 5 


2. Accelerate Game Pass Growth on PC — the next immediate frontier for the growth of our business 
is on PC. Increasing our PC gaming share will be vital for our long-term vision of delivering games 
to every person on the planet. Game Pass lies at the center of our approach to reach PC gamers, 
providing compelling day one PC content and a high-quality catalog available both as native 
software and through cloud gaming. We will accelerate the adoption of Game Pass among PC 
gamers by providing a solid foundation for PC creator tools, building strong PC experience for 
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players, and leveraging distribution and marketing opportunities with Windows, OEMS, and cloud 
gaming on PC. 


Key metric to evaluate success: 
e Xbox Game Pass PC Monthly Active Users (Ultimate and PC SKU) 
e Xbox Game Pass PC SKU Subscribers 


3. Accelerate Growth for Game Creators — game creators build the experiences at the heart of the 
Xbox ecosystem. Xbox succeeds when game creators thrive. Ensuring that game creators have 
the tools and services needed to develop for, publish, and grow on our platforms is paramount. 
We will strengthen and expand our creator tools, partnerships, and services to ensure the best 
games are enjoyed by our players, working with new and existing partners. We are also working 
to position Azure as the preferred cloud solution for game creators, by building on our existing 
creator and publisher relationships, by developing competitive cloud technology for the game 
industry, and by commercializing first party game creator tools. 


Key metrics to evaluate success: 
e Game Creator Revenue from Xbox 
e Game Creator Azure Consumed Revenue 


4 2| Fiscal Year-to-Date Progress 
Figure 6 reflects actuals and year-on-year growth for the Gaming CSA through Q3, for each business 
performance metric. 


Figure 6: Gaming CSA Performance Update 


PyYZU22@ ES FY2022 

Actuals Year on Year Budget Year on Year 

Total Revenue $13.0 billion +9% $17.7 billion +13% 
Accountability Margin $1.5 billion -25% $2.2 billion 0% 
Content & Services Revenue $9.9 billion +6% $14.4 billion +16% 
Xbox Game Pass Subscribers 24 million +24% 35 million +73% 
Xbox Monthly Active Users 112 million 13% 117 million +9% 
Figure 7 reflects our targets and year-on-year growth for each FY2022 priority metric, including year- 


to-date performance through Q3: 


7|Page 


CONFIDENTIAL BUSINESS INFORMATION PURSUANT TO 15 U.S.C. § 18a(h) MSFT-2R-09353972 
PX1114-033 


Figure 7: Progress Against FY2022 Gaming CSA Priorities 


FY2022 FY2022 QI-3 

Priority Metric 

Target Actual Year on Year 
Accelerate Xbox Console Monthly Active Devices 40.7 million 41.6 million +6% 
Global Xbox 
Console Growth | Market Share of Xbox Series Consoles’ 40% 46% +9 pts 
Accelerate Xbox | Game Pass PC Monthly Active Users 12.0 million 3.9 million +72% 
Game Pass 
Growth on PC | Xbox Game Pass PC SKU Subscribers 10.0 million 3.3 million +179% 
Accelerate Game Creator Revenue from Xbox $6.3 billion $4.0 billion -2% 
Growth for 
Game Creators | Game Creator Azure Consumed Rev. $265.0 million $185 million +66% 


5 | GROWTH: HORIZON 2 & 3 


win > 


4. 
41. 


5.1 | Our Growth Framework 
Increasing player engagement has and will continue to drive growth for our business. Our levers for 


fostering player engagement align with the durable industry trends discussed in Section 2: 


1. Player Reach - Extend the Xbox ecosystem to more players, across devices, globally. 


2. Game Breadth - Attract content of all types by being the platform of choice for all creators. 


7 Reflects fiscal year target. 
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3. Business Model Diversity - Fuel creator success and player access, by offering the full breadth 
of monetization models — transactions, subscriptions, advertisements. 


5.2| Horizon 2 & 3 Opportunities 
Applying our growth framework to our understanding of the game industry landscape yields three 
primary long-term growth opportunities: 


1. Game Pass. Accelerate Game Pass subscriptions across console and PC. 

2. Universal Store. Extend the Xbox Store from console to build a universal store, spanning 
devices. 

3. Advertising. Embrace a diversity of business models to support creator success and reduce 
access barriers for players, including advertising. 


6 | FOR DISCUSSION 


During our May 5, 2022 strategy review with the Microsoft SLT, we plan to share our vision for the 
future of gaming at Microsoft, including key evolutions to our technical ecosystem. Thematically, we 
will focus the discussion on increasing synergies between Xbox and the rest of Microsoft, including 
cohesive hybrid compute, Al/ML enablement, and our creator platform. In this context, we will review 
and discuss key decisions the company faces, as early as FY2023. 
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7 | APPENDIX: COMPETITIVE REVIEW 


7.1 | Defining Our Competitive Set 
As our strategy has expanded, so too has our competitive set, which we can group into two classes: 


Figure 8: Primary Gaming CSA Competitors by Class 


Competitor Class 


Broad Technology 


Primary Firms (listed alphabetically) 


Amazon, Apple, Facebook (Meta), Google (Alphabet), Tencent 


Industry Pureplay 


Epic, Nintendo, Sony, Valve 


In the subsequent sections, we explore each firm's strategy in gaming, gaming-relevant assets, recent 


performance, and relevance to Microsoft. 


7.2| Detailed Competitive Assessment 


Broad Technology: Amazon 
Amazon has diverse gaming-relevant assets, including both dedicated and general-purpose assets 
(e.g., Amazon.com and Kindle Fire devices). While its consumer and developer motions have been 
largely distinct to date, Amazon's subscription cloud-streaming service (Luna) signals an intent to 


integrate its strategy. By positioning Luna as a “channel” subscription service, Amazon provides 
publishers with scale and many of the benefits associated with hosting their own streaming service 
(e.g., direct revenue share, brand recognition, etc.), without the burden of having to maintain their 
own cloud infrastructure or build a gaming community around the service. Amazon is not only well- 
positioned to execute this strategy by leveraging existing assets, such as AWS and Twitch, but it is also 
able to extract more value in the form of increased revenues for complementary services (e.g., Prime, 
Twitch advertising, etc.). Amazon has focused on developing first party titles through its own Amazon 
Games studio to attract users, and their recent acquisition of MGM could help with that effort, though 
the acquisition was likely driven by popular franchises for its Prime Video service. 


To summarize Amazon’s primary gaming-relevant assets: 
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Figure 9: Amazon's Key Gaming-Relevant Assets 


Key Asset Description 


The leading live video streaming platform in gaming with more than 140 million 


Twitch 
be monthly active users. 
Cloud streaming service with “channels” of games that enable play across mobile, 
PC, Mac, and Amazon Fire devices. Channels range from a free option for Prime 
race members to themed/oublisher-specific channels like a $4.99/month retro channel 


and a $17.99/month Ubisoft+ Channel. Luna’s Twitch integration also allows viewers 
to go directly from watching the stream of a game on Twitch to playing it on Luna, 
provided the game is available on the service. 


Android-based tablets, TV plug-ins, and physical TVs (i.e., Fire TV); estimated to have 


Kindle Fire Devi ea 
eee over 50 million monthly active users globally. 


Developer of mobile and PC games. Despite initial failures with big-budget PC 
games (i.e., Crucible, Breakaway), Amazon Games’ latest MMO launches of New 
World in September 2021 and Lost Ark in February 2022 each logged over 1 million 
players on launch day. 


Amazon Games 


Free-to-use, open-source game engine that integrates AWS services into game 
production and play. Open 3D Engine is an open-source project managed by the 
Linux Foundation (LF). 


Open 3D Engine 
(formerly Lumberyard) 


Paid subscription service that unlocks access to quick shipping of products, movie 


Amazon Prime ; ——* ; fe ‘ 
streaming, and other services like Amazon Music. 200+ million global subscribers. 


Amazon continues to benefit from the rapid growth of livestream content consumption. Twitch had 
an estimated 24 billion hours watched in 2021, up 45% from an estimated 18.4 billion hours in 2020. 
To make Luna more compelling for players and creators, Amazon has also been investing in 


virtualization technology, which allows GPU SKUs to be used as PC gaming VMs more effectively. This 
results in low-latency, high-fidelity streaming experiences. Finally, Amazon remains a leading gaming 
retailer globally, particularly as it relates to hardware. 


For Microsoft, Amazon is an important retail partner for the hardware component of the Xbox 
business. However, Amazon Luna not only directly competes witn Game Pass delivered via Xbox 
Cloud Gaming, but its ability to bring publishers’ titles to the cloud via AWS also has implications on 
Azure. Despite Amazon's cloud infrastructure advantages, there are few content aggregators who can 
successfully scale — given the challenges of fueling a flywheel effect where compelling content drives 
user adoption and vice versa. In contrast, our established player base, rooust gaming content, and 
strong creator engagement, positions us well to become the backbone for publishers to host their 
games on the cloud - regardless of whether they're under the Xbox brand or their own. 
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Broad Technology: Apple 

Apple’s iOS ecosystem, including iPhones and iPads, represent its primary foray into gaming. These 
devices see significant gaming adoption, and as part of a closed ecosystem, all transactions flow 
through the App Store, where Apple receives a platform royalty. Given the prevalence of gaming on 
iOS, Apple launched Apple Arcade in 2019, a curated game subscription for iOS devices, but it has 
thus far underperformed against expectations. To summarize Apple's primary gaming-relevant assets: 


Figure 10: Apple's Key Gaming-Relevant Assets 


Key Asset Description 


iOS Devices Premium smart phones and tablets with more than 1.8 billion active devices. 


Exclusive storefront for iOS devices which processed an estimated $52 billion in gaming 


eee Se related transactions in 2021. 


Apple Arcade | Curated gaming subscription for iOS devices. Arcade casts $4.99/month. 


Apple reported record-high quarterly revenues in Q4 2021 of $19.5 billion for Services, which includes 
App Store and Apple Arcade. In May 2021 it was revealed that 62% of all App Store revenue is 


generated from gaming-related transactions. Apple then disclosed in June of 2021 that its App Store 
ecosystem facilitated $643 billion of billings and sales in 2020, a 24% increase YoY. While Apple 
currently enjoys a considerable share of the mobile gaming transactions market, its control may be 
diluted depending on the ultimate result of the Epic v. Apple litigation, which could allow developers 
to use alternative payment methods outside of the App Store. 


For Microsoft, our ability to stream games to iOS endpoints is an important part of our cloud-native 
strategy. Apple’s App Store policies are prohibitive, preventing us from running a gaming subscription 
service in the App Store. Because we are prohibited from offering a native iOS Game Pass application, 
we are pursuing a browser-based strategy for our streaming platform, which faces discoverability and 
other challenges, but provides a consistent experience for players and developers across all 
connected endpoints and will make iOS devices addressable. 


Broad Technology: Facebook (Meta) 

Facebook owns the world’s largest social graph, across its Facebook, WhatsApp, and Instagram 
properties. Facebook has built a gaming platform on top of its social network, offering live and 
recorded game content streaming, HTML5 browser games, playable advertisements, and cloud 
gaming (in early access). The company reported spending over $12 billion in 2021 on its Reality Labs, 
metaverse and virtual reality focused, product segment. To summarize Facebook's primary gaming- 
relevant assets: 
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Figure 11: Facebook's Key Gaming-Relevant Assets 


Key Asset Description 


: The world’s leading social graph across Facebook, WhatsApp, and Instagram, with about 3.6 
Social Graph atte : 
billion monthly active users globally. 
pecebeak Player platform and developer services for its HTML5 browser games, playable 
a advertisements, and cloud gaming (in early access). Content creator tools and video 
g consumption platform for live and recorded game content streaming. 
Reality Labs is a leader in the virtual reality segment and is making considerable investments 
Reality Labs ; ie 
to leverage these assets for Facebook's metaverse ambitions. 


Facebook's considerable investment in Reality Labs is reflected in the scale of their Oculus business. In 
Q1 2021, Oculus headsets represented approximately 75% of extended reality headsets sold 
worldwide and their latest device, the Quest 2, has an estimated installed base of roughly 10 million 
devices. In December 2021, Facebook publicly launched Horizon World, a massively multiplayer online 
virtual reality game, on Oculus, with user generated content commerce capabilities. As of February 
2022, Facebook stated that Horizon Worlds had over 300,000 monthly active users, 10,000 worlds 
created, and over 20,000 creators. Horizon Worlds’ platform fee for user generated content on mobile 
devices is the standard 30%, however, they charge 47.5% of consumer spend for transactions that 
occur on VR devices. This strategy has received strong criticism from users. Finally, Facebook is the 


global leader in the browser gaming segment, accounting for roughly 50% of total segment revenue 
in 2020. However, the size of this overall segment is in decline. 


For Microsoft, Facebook's social network has the potential to become an important top-of-funnel 
motion for Xbox Cloud Gaming and Game Pass. While Facebook's initial entrance into browser games 
and playable advertisements focuses on light-weight experiences, we believe they have the ability to 
become a direct Xbox Cloud Gaming competitor as they scale their cloud gaming offerings. We view 
virtual reality as a niche gaming experience at this time. 


Broad Technology: Google (Alphabet) 

Google has impressive, but loosely affiliated assets related to gaming. While its foray into cloud 
streaming (Stadia) receives the most attention, the company’s significant installed base of Android 
phones, with the Google Play store and associated platform fee, and YouTube network are among 
the largest and most profitable gaming communities. To summarize Google’s primary gaming-related 
assets: 
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Figure 12: Google's Key Gaming-Relevant Assets 


Key Asset Description 


Android Global smartphone leader with more than 3 billion monthly active devices. 
Native store for Android devices which processed an estimated $47 billion in gaming related 
Google Play tee 
transactions in 2021. 
Veuiube The world’s leading video-on-demand platform with more than 2.3 billion users globally. 
Gaming represents an estimated 10-15% share of viewing time. 
: Cloud streaming platform analogous to xCloud. Launched as a consumer facing 
Stadia Am. ig : ' ' ' 
subscription in 2019; pivoted to a publisher-facing white label model in 2021. 
: Growing TV operating system with over 110M monthly active devices. OS supports games 
Android TV : 
available for Android TV. 


Google continues to see strong growth and engagement in their Android devices, Google Play store, 
and YouTube viewing platform. However, after struggling to grow its Stadia subscriber base and 
foster the creative process necessary for building high-caliber video games, Google publicly shifted its 
Stadia strategy in February 2021 to emphasize a publisher-facing streaming platform. As part of this 
move, Google shuttered its 1 party game studios and is now licensing its cloud infrastructure and 
tools to publishers who want to build their own streaming services. While the economic value for 
publishers to do this is largely unproven, we believe that demand for white-label streaming will 
increase, driven by the increased prevalence of streaming as a way to game across endpoints. As this 
occurs, publishers with strong IP will potentially seek their own direct-to-consumer streaming service 
to maximize monetization opportunities, while others (i.e., indie developers) will continue to seek at- 
scale content aggregators to generate awareness and demand for their games. Both require cloud 
infrastructure solutions but differ in the range of services needed (i.e., backend-only vs full-scale 
offerings that include content distribution). 


For Microsoft, our ability to stream games to Android endpoints is an important part of our cloud 
gaming strategy, similar to iOS. Today, Game Pass Ultimate subscribers can stream and play games 
via a native application distributed through the Google Play store, but Play store rules prevent 
monetization (in-app purchases) in the native app. We also launched a browser-based experience, 


enabling in-game monetization via the Xbox commerce platform but the web application faces 
discoverability and other challenges for Android users as well. Finally, YouTube continues to play an 
important role in connecting and engaging our own gaming communities, as evidenced by Minecraft 
content driving over 1 trillion views on the platform. 


Broad Technology: Tencent 

Tencent is the largest firm in gaming, as measured by revenue and profit. In China, Tencent has used 
its broad social media networks (QQ, WeChat) to establish a leading position as both a content 
publisher and a platform, including on Android devices. In the West, Tencent has made a myriad of 
acquisitions and investments. Notably, this includes the acquisition of Riot games (maker of League of 
Legends), a ~40% ownership stake in Epic (maker of Fortnite and the Unreal Engine), and the >80% 
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investment in Supercell (maker of Clash of Clans). They most recently acquired Tequila Works, the 
developer of Rime, and made a minority investment in Offworld Industries, developers of Squad, 
Beyond the Wire, and Post Scriptum. Many of these holdings are managed at arm's length. To 
summarize Tencent's primary gaming-related assets: 


Figure 13: Tencent's Key Gaming-Relevant Assets 


Key Asset Description 


Social Media | The largest social media platforms in China, including WeChat (1.3 billion monthly active 
Networks users) and QQ (550+ million monthly active users). 
ee Op The largest Android app store in China, with roughly 200 million monthly active users. 
WeGame PC gaming platform, which boasts over 80 million monthly active users in China. 
Owned ’ 

A broad portfolio of content across segments (PC, mobile) and geographies. 
Content 
Minority A broad portfolio of minority and majority investments globally, including Epic Games, Riot 
Investments Games, Sea Limited, among many others. 


In the quarter ending December 2021, Tencent's total gaming revenue grew 12% year-on-year to 
roughly $6.7 billion. Tencent’s owned or majority-owned properties are among the most consumed in 
gaming, led by League of Legends (180+ million monthly active users), Honor of Kings (100+ million 
monthly active users), and CrossFire (60 million monthly active users). Tencent’s Honor of Kings 
became the 1° ever mobile game to make over $10 billion in lifetime player spend since its launch in 
2015. Its most recent game in collaboration with Nintendo, Pokémon Unite, was released in 
September 2021 and has surpassed 70 million total downloads. Within the first week of launch, it 
garnered over 30 million downloads worldwide, making it the biggest launch ever for a mobile 
MOBA-genre game despite not having released in China. Recent successes by Tencent and its fellow 
Chinese market peers have been dampened by increased regulatory scrutiny from the Chinese 


government. Restrictions include when younger players can game and a 9-month period in which the 
government did not approve any new game licenses. 


While Tencent is a behemoth in gaming, Microsoft and Tencent have limited direct interactions. Most 
of Tencent's strategic power is concentrated in China, where Microsoft has limited operations. By 
contrast, Tencent’s Western holdings are largely self-managed. 


Industry Pureplay: Epic 

Epic is a creator of blockbuster games and game development tools. Their public battles with Apple 
and Google over platform fees and the launch of a 3 party PC gaming store, with notably lower 
platform fees, signal its desire to see economic value shifted toward content creators. To summarize 
Epic's primary gaming-related assets: 
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Figure 14: Epic's Key Gaming-Relevant Assets 


Key Asset Description 


Fortnite One of the largest titles in gaming by revenue. 


Unreal Engine | The leading 3 party game engine for the development of high-fidelity games. 


Epic Games 
Store 


3'° party PC store which competes with Valve's Steam and Microsoft's Store. 


Fortnite remains one of the leading titles in gaming. It was the #1 free-to-play game on Xbox in 2021, 
grossing over $720 million, a roughly 24% decline from 2020. Fortnite’s mobile distribution remains 
hampered, as a result of its litigations with Apple and Google regarding alternative payment methods. 
Epic continues to invest heavily in exclusive games to attract new users to and gain market share for 
the Epic Games Store (EGS), a PC storefront for games. EGS generated roughly $840 million of 
revenue in 2021, up 20% from 2020. Despite revenue growth, Epic still projected it would lose nearly 
$140 million on the Epic Game Store in 2021, with losses projected to continue until at least 2025. To 
fund growth, Epic continues to fundraise, having just closed a $2 billion round — half of which came 
from Sony — that valued Epic at $31.5 billion. 


icrosoft's relationship with Epic is multifaceted. Fortnite is an important driver of console 
engagement and economics. Xbox Game Studios is currently developing or operating over 50 games 
with Epic's Unreal Engine with an estimated lifetime cost of $30 million in licensing and other fees. 
Epic Games Store represents a future potential distribution channel for Xbox Game Studios games, 
but it also competes for exclusive content, affecting Xbox Game Pass content investments. 


Industry Pureplay: Nintendo 

Nintendo is a long-time leader in console gaming. Unlike Sony and Microsoft, which focus on the 
attach of 1" party services and 3 party software, most of Nintendo's economics are driven by the 
attach of 1° party software from beloved franchises, like Mario. Related, while Sony & Microsoft's 
console competition is often grounded in technical ability, Nintendo favors more novel hardware 


innovations. Its current console for example, the Switch, can both be tethered to the TV and played 
standalone as a handheld. To summarize Nintendo's primary gaming-related assets: 


Figure 15: Nintendo's Key Gaming-Relevant Assets 


Key Asset Description 


1* Party Developer of many of the industry's most iconic franchises, including Mario, Zelda, 
Studios Pokémon, and Donkey Kong. 
Switch A leading game console with over 100 million units sold. 


Nintendo's earnings release, for the quarter ended on December 31, 2021, reveals that hardware sales 
are darnpened in a post-quarantine environment, down ~21% in the same period from last year. 
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However, for the same period of comparison software unit sales remained relatively flat, increasing 
~2%. Despite a decrease in the rate of hardware unit sales, Switch sales hit a milestone of total 
ifetime units sold of over 103 million. Animal Crossing: New Horizons reached more than 37 million 
ifetime units sold, while Mario Kart 8 Deluxe, the best-selling Switch game, has sold over 43 million 
ifetime units. 


For Microsoft, Nintendo remains an important benchmark for the success of our console business, but 
our strategies in gaming are largely different. We have found opportunities to collaborate with 
intendo, including empowering Minecraft players on Switch and Xbox to play together. 


ndustry Pureplay: Sony 
Sony develops the leading console platform, PlayStation. Their products and business motion mirror 
the traditional Xbox console business—invest to build an at-scale device installed base, monetized 


with the attach of 3 party games and 1" party content and services. To summarize Sony's assets: 


Figure 16: Sony's Key Gaming-Relevant Assets 


Key Asset Description 


Pisvsiston The largest console gaming ecosystem—including publisher network, 1 party services, and 
y global distribution—with roughly 134 million units sold between PlayStation 4 and 
Ecosystem : 
PlayStation 5. 
gee Producer of high-quality, exclusive content for PlayStation consoles. 


In the quarter ended December 31, 2021 (FY22 Q2), Sony's gaming division posted a roughly 8% 
decrease in revenue and a roughly 15% increase in operating income from the prior year. The decline 
in revenue was driven primarily by a decrease in hardware sales as well as lower software sales for 1% 
& 3” party titles. Operating income improved due to a decrease in general expenses as well as the 
decrease in PlayStation 5 sales, whose retail price is set lower than manufacturing costs. 


Recently, Sony announced a rebranding of its subscription services to better compete with Game 
Pass. The new PlayStation Plus subscription is merging with PS Now and comes with 3 tiers of content 
access. PlayStation Plus has a more limited catalogue of titles available than Game Pass and will not 
add exclusive titles on the day of launch. Additionally, cloud-based games are available on a select 
number of titles as part of the most expensive tier, as PlayStation continues to prioritize its 1" & 3'¢ 
party non-subscription game sales. 


Historically, Sony has been Microsoft's primary competitor in gaming, with similar products, services, 
and business models vying for similar customers. While a leader in console gaming, Sony has limited 
growth vectors beyond the segment. As such, Sony remains an important benchmark for the success 
of our console business but is less important in the context of our broader player-centered strategy. 
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Industry Pureplay: Valve 

Valve's Steam platform—the leading 3 party PC games store—began as a distribution and update 
platform for its 1 party games. While Valve has other investments, including in virtual reality hardware 
and in the recently announced Steam Deck, a portable gaming console, its strategy and economics 
anchor on the health of the Steam platform. To summarize Valve's primary gaming assets: 


Figure 17: Valve's Key Gaming-Relevant Assets 


Key Asset Description 


The world’s leading 3 party PC game store (note: most PC publishers distribute and 


Steam é : 
monetize their games through owned & operated channels). 


Creator of several at-scale service games, including DotA, Counter Strike, and Team Fortress; 


Valve Games BS il 
Valve has deprioritized its content cadence in recent years. 


After various delays, the Steam Deck, a portable gaming console that allows mobile play of 
Steam Deck games on the Steam Library, began shipping in Feb 2022. About 2,000 games have now 
been officially marked as Deck Verified or Playable. 


Valve, which is privately held, is estimated to have generated under $10 billion in revenue in 2021, 
argely driven by sale of 3" party games via Steam. Steam usage surged even further in 2021, with an 
average of 132 million monthly active users, a 10% increase from 2020. Players spent a total of 38 
billion hours on the platform in 2021, an impressive 21% YoY increase considering the 50% YoY 
increase in 2020 due to COVID-19. Finally, player spend on Steam increased 27% YoY. 


Like Sony, Valve has limited growth vectors beyond its current position as the world’s leading 3"? party 
PC store. While Valve remains an important benchmark for the health of our PC business, we also 
increasingly rely on them as a distributor. To illustrate, the PC versions of Xbox Game Studios titles like 
Forza Horizon 5 are also distributed by Stearn, a shift in our strategy from just 6 years ago. 


7.3| Industry Leaders by Reported Revenue 
Finally, we track the reported revenue of leading companies in gaming as part of a broader annual 
industry sizing and profit analysis. To summarize the top-10 leaders for 2021: 
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Figure 18: Estimated Revenue for Calendar Year 2021° 


Industry Leaders by Estimated Revenue” 


1. Tencent $32.8 billion 
2. Sony $25.0 billion 
3. Google $17.5 billion 
4. Microsoft $16.0 billion 
5. Apple $15.5 billion 
6. Nintendo $15.1 billion 
7. Netease $9.9 billion 
8. Activision Blizzard $8.1 billion 
9. Electronic Arts $6.5 billion 
10. Valve® $6.5 billion 


8 Public financial disclosure, equity research, internal analysis (“CY2021 Game Industry Profit’). For companies that span multiple lines of business (including 
gaming), figures reflect estimated gaming-specific revenue and profit. 


° Includes dedicated hardware revenue and profit/loss for Microsoft, Nintendo, and Sony 
1 Valve is privately held. Estimates reflect internal Microsoft analysis ("CY2021 Game Industry Profit”) 
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